
 

July 2017          page 1 

The Market Letter 
A MONTHLY REVIEW AND PERSPECTIVES ON    
FINANCIAL MARKETS 

July 2017 

OPEC is losing the oil war 
The recession in principle allows to anticipate a drop in oil prices, as demand falls. The 
reverse is not true: a decline in oil prices is not always a harbinger of a recession. The 
current economic growth is good and a decline in oil prices is beneficial to importing 
countries and increases the purchasing power of households, especially for US consumer. 
The International Energy Agency has just revised upward its demand forecasts, but even 
more strongly the output of non-OPEC producers. Nevertheless, a too sharp drop in the 
price would have a negative impact on dollar liquidity from producer countries and could 
affect financial markets, as observed in 2015. 
Today, the problem is on the supply side and not on demand. The United States 
contributed to the overproduction and caused a change of regime. Saudi Arabia's front-end 

attack on US shale gas/oil in 2015 strengthened the competitiveness of US producers 
through technological improvements to reduce production costs. At the end of 2016, a 
return to US production of 8.7 million b/d in 2017 was expected; it stands currently at 9.4 
million b/d ! In March, the Saudi energy minister admitted that the interventions were 
ineffective in responding to structural changes and that the agreement to cut production in 
OPEC was temporary. With a price decline of 22% since the beginning of the year, oil has 
entered into a bear market. According to experts, as long as the price of WTI does not go 
below $35, US production will not fade. Production from shale accounts for 63% of total US 
production. 
Stay out of the energy sector where politics is as important as the economy 
The fall in oil prices could put pressure on the high-yield bond segment and some emerging 
countries (Nigeria, Venezuela, the Middle East) 
The winners (importers): Korea, India, Turkey, South Africa, Poland. The losers (exporters): 

Saudi Arabia, United Arab Emirates, Russia, Nigeria, Venezuela, Colombia 
 
From ¨Trumpmania¨ to ¨White House of Cards¨ 
A sense of insecurity and rising inequalities generated the election of a populist and the 
virtual collapse of the traditional US political landscape. Expectations for a positive rupture 
were high: Washington (i.e. the system) was to be swamped. But honeymoon proved 
particularly short for the new US President. For sure, his rogue style and preference for 
cronyism are in sharp contrast with his predecessors. Beyond this surface, Trump actually 
imposed the reign of Machiavelli politics. By requiring ¨absolute¨ loyalty and dedication from 
his subordinates, he forbids constructive debates. Just like when he famously ran TV reality 
show (¨you’re fired¨), he immediately fires any ¨renegade¨. This complicates the recruiting 
of talents and the building a cohesive and effective leading team. US cabinet and 
administration is unfortunately likely to keep a ghostly appearance, until something bold 
happens (impeachment, political tutelage by Republicans, a war in Asia or Middle-East). 

This latter risk is on the rise, following the major shift in foreign policy which occurred 
recently with the concrete alliance with Saudi Arabia. US has therefore de facto become an 
actor in the Islamic Religion war. 
 

     Performances 2017 
 (June 30th, 2017) 

Equities 
MSCI World +9.4%  
S&P 500 +8.2% 
Eurostoxx +5.0% 
Nikkei +4.6% 
MSCI Emerging +17.2% 
 
Bonds  
US Treasury +1.9% 
US Corporate +3.8% 
German Bund -1.8% 
EU Corporate +0.6% 
 
Currencies 
USD index -6.4% 
EUR/USD +8.6% 
GBP/USD +5.6% 
USD/CHF -5.9% 
USD/JPY -3.9% 
 
Commodities 
Gold                                           +7.8% 
Silver +4.7% 
Oil (WTI) -14.3% 
 
Source: Bloomberg 
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« STAY ALERT »  

Fortunately, Japan is starting to evolve with more women entering politics, including at the 
government level. A combination of liberalization and policy changes to reduce 
demographic distortions may prove easier than feared. Adverse demography and 
geopolitics are actually forcing Japanese decision-makers to consider bold reforms in 
domains formerly considered taboo, like also neutrality. 
Abe government is seriously considering a new round of reflation, linked to demography 
and education 

Watch for such an initiative, which would compensate the buoyant fundamentals of the 
JPY, and possibly allow for Nikkei outperformance 
 
UK is in disarray 
For sure UKIP, the right-wing and populist party, featured a significant disruption risk in UK 

political landscape. Retrospectively, it was indeed an important but elusive trigger to the 
improbable implosion of British traditional parties. In a first phase, the Labour suffered, by 
missing in action, while the Tories seemed to navigate the Brexit shock better. The latter 
even sustained illusion for some more time, by clinging stubbornly to power and managing 
with perseverance the delicate aftermath of the Brexit vote. But practically, in a second 
phase, the UK conservative party excelled in misreading its citizens' mind and aspirations. 
Theresa now competes with David, when it comes to unnecessarily embarking the UK in 
unknown territory. Because of these two mediocre political leaders, the UK not only quit 
Europe in barely good conscience, but is now also considerably weakened ahead of 
delicate negotiations with Brussels. 
For ages, right-wing parties in France have been considered worldwide most idiotic... If 
further confirmation was needed, the latest Presidential elections confirmed the excellent 
shape of ¨Les Républicains¨ in this respect. Still, a major challenger emerged across the 
Channel a couple of years ago, who has definitely taken over! T. May achieved the exact 
opposite of a strong and stable government. Britain wakes-up to a hung Parliament. Any 
Conservative Prime Minister will be under constant threat of new elections. 
Mrs May is going to face at best a challenged authority, if not an unstable / elusive majority 
UK is likely to remain in political disarray, isolation, if not economic upheaval for years 
 
Currencies. To a softer Brexit 
The UK election delivered an inconclusive result, with the Conservative party losing ground 
to Labor. PM May commands the largest party in parliament and looks to have secured the 
support of the unionist, Northern Irish DUP which will allow her to govern. Focus now falls 
on the looming start to the Brexit negotiations later in the month to gauge May’s power and 
authority. 
Before election, GBP was discounting a hard Brexit 
GBP remains cheap and attractive 

Having no vision and no strategy, Trump is perpetually and dangerously forging ahead 
A favorable - achievable - exit would be to revisit the flagship infrastructure plan, pass a 

tax window on foreign profits of US multinational companies, reinvent a new TPP 
including China 
 
Shrinking Japan needs re-inventing reflation 
Political parties are busy floating ideas to reduce parents’ financial burden in the 
education of their children, including making parts or all of education free of charge. In 
short, Liberal Democratic Party calls for cutting parents’ financial burden in pre-school and 
university education. In practice, most households struggle with the heavy cost of 
education of children. According to a ministry report, parents have been paying ¥8.4 
million if the child attended public schools through high-school and a national university, 

and ¥11.6 million if the child attended a private kindergarten and a private university. 
Making education from preschool to university education — including public and private 
schools — free would cost the government about ¥4 trillion a year… This represent about 
1% of Japan GDP, actually the equivalent of the yearly defense budget. This education 
plan – benefitting from bipartisan support – would be funded by ¨education bonds¨. This 
¨new¨ government debt paper might prove politically easier to buy by the BoJ, already 
force-fed like a goose with JGBs. 

 

 

Europe is gaining 
speed 
 

Europe engages in a 
Schumpeterian phase of de / re-
construction. By chance, there 
are few side effects to be afraid 
of, considering the sclerotic 
nature of its historical landscape. 
The new leadership and 
communication styles of Macron 
are loaded with voluntarism. It 
might become a Europe 
trademark if he gets a broad 
Parliamentary majority for his ¨ 
République en Marche¨. Indeed, 
the CDU latest turnaround is 
opening the door to reforms 
formerly rejected by Germany. 
Uncompromising and unilateralist 
US creates both international 
vacuum and inward pull for 
Europe. The latest restructuring 
of ailing Spanish and Italian 
banks which occurred with the 
blessing of the ECB is a game 
changer. Eurobonds as well as 
fiscal and banking unions are the 
ultimate goal, granted still 
remote. Macron and Merkel will 
probably accelerate the pace 
starting from Q4 i.e. after German 
elections.  

 

Europe currency, equities - 
including banks - and 
peripheral bonds are 
interesting medium-term 
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Pharma sector no longer reacts to bad news 
But analysts believe that the acquisition operations will resume, because financing 
remains cheap and there is the need to find sources of growth. Pfizer has been prevented 
twice to make major acquisitions, to use its cash generating abroad, due to political 
interventions: AstraZeneca (£69.4 billion) in 2014 and Allergan in 2016 ($160 billion). But 
the delay of the tax reform poses a problem to the pharmaceutical companies: 
acquisitions in the United States or abroad? 
The recent technical breakout of the Pharmaceuticals/Biotech sector came from 
discussions in the Senate on the modifications of Obamacare. But the effects of a change 
of strategy on Medicaid by the new administration and Congress are still difficult to 
anticipate for pharmaceutical companies. It could have less regulation on drug prices. 

Janet Yellen played her part in this rally: mentioning that the decline in inflation was due in 
part to lower drug prices, investors inferred that political pressures could become weaker. 
Overweight Pharma 
 

INVESTMENT CONCLUSION 
 
Several pockets of overvaluation emerged in different segments of the financial markets.  
In this environment one should watch for a large set of complementary indicators. In this 
respect, the US yield curve significant flattening over past months, as well as the inversion 
of the Chinese one deserve careful attention. Just like the decline in expected US (core) 
inflation, as well as private sector credit data (beyond gyrations of lending standards). 
Meantime, when it come to the half-full glass, Europe and Japan macro data are 
improving markedly. The acceleration in the cleaning of European banking system is very 

good news. Similarly, the USD relative weakness is welcome and global investable 
liquidity remains buoyant… Some subliminal messages of markets deserve careful 
watching. But central banks unprecedented interventions, as well as global shifts in 
geopolitics, complicate interpretation a lot. For instance, the predictive power of yield 
curve is questionable. 
In short, we have hedges in portfolios (gold, sovereign duration), we are selective on 
specific risks, but remain exposed to equity and bond markets 
 
 

ASSET ALLOCATION 

 

China. One Belt, One 
Road (Obor) 
Demand for industrial metals will 
remain strong. Infra-structure 
projects are numerous in 
emerging countries, led by China 
and India. Not to mention, 
Donald Trump's $1 trillion 
infrastructure spending plan. 
Today, the reality is the Chinese 
Obor $900bn project. This 
project re-stores the ancient Silk 
Road through Central Asia 
through North, Central and South 
corridors, to cross the Middle 
East and join Europe. The 
Chinese also want to rehabilitate 
the axis with Africa through 
Southeast Asia, the 21st Century 
Maritime Silk Road. The Chinese 
will build roads, high-speed 
trains, ports, airports and gas 
pipelines. This project will 
develop the economy of cities 
inside the country, while only the 
East Coast is fully benefiting 
from economic development. 
This project has two main 
reasons: to support economic 
growth and increase China's 
overall influence. The 
government has created an Obor 
label for all Chinese and foreign 
companies participating in the 
project to benefit from tax 
exemptions and financial 
assistance. The pessimists 
believe that Obor will increase 
the corruption and excessive 
indebtedness of local 
governments. The rating agency 
Fitch fears that the return on 
investment will not be enough to 
cover the interest on the debt, 
and that Obor could be a 
justification for any in-vestment 
without analysing profitability and 
avoiding overcapacity. Obor is a 
strategic ¨geo-economic¨ plan, 
meaning a change in the centre 
of gravity of world trade 

Demand for industrial metals 
will remain structurally sound 
for the next decade 
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